Both institutional and individual investors have a vast array of advisory and ratings services to assist with security selection. One of the most prominent sources of stock ratings is Morningstar. This is the first large-scale study evaluating the performance of portfolios formed using Morningstar's Star rating system for stocks. We evaluate the performance of portfolios formed using this rating system. Our results provide evidence that the Morningstar stock rating system allows an investor to build a portfolio with superior absolute and risk-adjusted returns over a long period of time. We show that a modest transaction cost will reduce, but not eliminate, these benefits. Overall, our results indicate that Morningstar ratings effectively discriminate between over-and undervalued stocks over the long term. 
Introduction
Individual investors are frequently searching for convenient and inexpensive advice regarding security selection and portfolio construction. One of the most prominent providers of such advice is Morningstar. This firm is best known for its ratings of a very large number of U.S.-based mutual funds. However, Morningstar also provides ratings of individual stocks. In this study, we address the following basic question: Can an investor employ these stock ratings to create a portfolio with superior performance?
There is a rich and varied literature in academic finance indicating that markets are essentially efficient in the semi-strong sense. In other words, once a recommendation or rating becomes public, any information it conveys is immediately incorporated into market prices. By the time the investor reads and reacts to the information, it is too late to exploit it. Numerous studies of national financial publications, independent newsletters and established rating services routinely conclude there is no material benefit in terms of investment returns. However, there are other studies, particularly those focused on analyst ratings of individual stocks that have found positive returns.
In this study, we employ the historical record of all Morningstar stock ratings over a period of approximately eleven years, nearly 140,000 unique ratings. We construct five portfolios, corresponding to the five "star" categories employed by Morningstar's stock rating system. Our analysis shows that the Morningstar stock rating system is able to effectively distinguish between the most overvalued (1-star) and undervalued (5-star) stocks.
Based on risk-adjusted returns, a portfolio of 5-star stocks outperformed a portfolio of 1-star stocks in 8 of 12 years from 2001 to 2012 and by 173.42% in unadjusted cumulative returns over our entire period of analysis.
We employ a Fama-French model to further assess sources of returns for the five portfolios. This analysis shows that the style characteristics of the five portfolios, particularly the 1-star and 5-star portfolios, vary widely during the 11 years of our study. Our results indicate that individual investors could benefit by properly exploiting the information provided in Morningstar's stock ratings. Return differences between the highest and lowest rated stocks are substantial and persist even after adjustment for risk and transaction costs.
The remainder of the study proceeds as follows. Section 2.0 provides an overview of empirical studies assessing the value of published investment advice. Section 3.0 provides a background of investor services provided by Morningstar. This is followed by a detailed discussion of data and methodology in section 4.0. Results of our analysis and conclusions appear in sections 5.0 and 6.0 respectively.
Review of literature
There is an extensive literature assessing the value of investment advice in general and stock ratings systems in particular. Several studies provide examples of the former. Metrick (1999) evaluates the performance of 153 investment newsletters and finds no case for outperformance. Dewally (2003) reports that stock recommendations distributed by major newsgroups through internet discussion forums produce no abnormal performance in the short or long term. Bolster, Trahan and Venkateswaran (2012) evaluate a large sample of stock recommendations made by the popular investment guru, Jim Cramer and conclude that his performance is in line with the risk level of his picks.
There is also considerable prior work examining the value of stock rating systems. Among the earliest studies, Black (1973) found that a portfolio formed from the top rated stocks on Value Line produced significant excess returns over a five year period from 1965 to 1970 even when adjusting for transaction costs. However, a study of Value Line rankings by Hall and Tsay (1988) found that top rated stocks did not provide significant excess returns during the period from 1976 to 1982. The disappearance of a Value Line premium is consistent with the major conclusion of a recent study of 95 pricing anomalies by McLean and Pontiff (2014) . They find that returns attributed to most pricing anomalies are significantly reduced after their presence is reported in a publication.
Another common approach among studies of stock ratings exploits the system used by analysts where ratings of 1 to 5 represent strong buy, buy, hold, sell, and strong sell, respectively. Barber, Lehavy, McNichols and Trueman (2001) find that a strategy of shorting the lowest rated stocks generates superior returns. However, they also report that these returns may be eliminated by transaction costs. A more recent study, also by Barber, Lehavy, McNichols and Trueman (2010) , shows that a portfolio that is long all buy and strong buy stocks and short all sell and strong sell stocks will produce positive and significant abnormal returns. The abnormal returns would be materially higher if this portfolio was further conditioned to focus on only stocks being upgraded to buy or strong buy or downgraded to sell or strong sell.
There are many studies of Morningstar's mutual fund ratings but there is very little published analysis of Morningstar's stock rating system. Examples of these studies include Blake and Morey (2000) who find predictive power in ratings, especially for the lowest rated funds, and DelGurico and Tkac (2001) who document a strong relationship between fund flows and changes in a fund's Morningstar rating.
Nearly all of the aforementioned studies pose a question similar to the one we pose here: Can an investor employ publically available information provided by an investment advisory firm to create a portfolio with superior performance? While the empirical finance literature generally supports the paradigm of semi-strong form market efficiency, there are a number of studies showing that publically available information can be used to generate positive, risk adjusted returns. Our study, which we believe is the first to comprehensively examine the efficacy of Morningstar's 5-star stock rating system, provides such a test.
About Morningstar
Morningstar was founded in 1984 by Joe Mansueto to provide individual investors with mutual fund analysis and commentary. Its first product was The Mutual Fund Sourcebook ™ , a quarterly publication containing performance data, portfolio holdings, and other information on approximately 400 mutual funds. Today, Morningstar claims to be one of the most recognized and trusted names in the investment industry, serving more than 7.4 million individual investors, 270,000 financial advisors, and 4,300 institutional clients.
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On its website Morningstar.com, Morningstar, Inc. touts itself as a "leading provider of independent investment research in North America, Europe, Australia, and Asia; offering an extensive line of products and services for individuals, financial advisors, and institutions." The company provides data on more than 380,000 investments, including stocks, mutual funds and other types of funds, along with real-time global market data on more than eight million equities, indexes, futures, options, commodities, precious metals, foreign exchange, and Treasury markets. Morningstar also offers investment management services, with over of $190 billion assets under management or advisement and operations in 27 countries.
Morningstar offers products and services to advisors, institutions and individual investors. Much of their service is targeted toward providing independent information and advice to individual investors. Their website states that "individuals use Morningstar to make educated investment decisions. These investors want all the pertinent facts, as well as the assurance that their information source is completely independent." The company lists various attributes that relate to its ability to deliver world-class investment research and services. These attributes include, investor focus (maintaining an independent view and designing products to help investors make wellinformed investment decisions); depth, breadth, and accuracy of data (employing 270 
Data and methodology
Morningstar analysts cover over 1800 companies in more than 100 industries, including more than 85% of the market value of the Wilshire 5000 Index. Morningstar evaluates each company as a business and conducts a fundamental analysis valuation considering how much capital a company invests and its return on capital, free cash flow, growth, and sources of competitive advantage and the likely fade in returns as competitive advantages erode over time. It examines each company using a discounted cash flow model and computes the value as the present value of the company's expected future free cash flows discounted at its cost of capital.
Morningstar analysts compare each company's fair value estimate to its market value and assign a rating of from one to five stars. Stocks trading at large discounts to fair value receive higher (4 or 5) star ratings, while those trading at large premiums to fair value estimates receive lower (1 or 2) star ratings. Stocks trading close to fair value receive 3-star ratings. Risk is also factored into the rating so that the greater the uncertainty of the stock, the greater its discount to fair value needs to be to earn a 5-star rating. A 5-star rating can be interpreted as a "consider buying" recommendation, i.e., the price of the stock is below the fair value by a sufficient margin to be purchased. Morningstar also advises individuals to consider their circumstances, including diversification, risk tolerance, and tax considerations.
Ratings are updated daily and therefore may change daily. Ratings can change due to: 1) a movement in the stock's price, 2) a change in the analyst's estimate of the stock's fair value, 3) a change in the analyst's assessment of a company's business risk, or 4) a combination of these factors. It should be noted that the Morningstar stock ratings are fundamentally different than the star ratings for mutual funds. The mutual fund ratings are descriptive, backward-looking, based on historical performance, strictly quantitative, calculated once a month, and rank funds according to a fixed distribution (i.e., only 10% of the funds in each category can receive 5-star ratings). The ratings for stocks are based on forward-looking estimates, adjusted for uncertainty, based on quantitative and qualitative inputs, calculated daily, and do not rank stocks according to a fixed distribution. Dorsey (2008) provides a more complete description of the Morningstar rating system for stocks. Table 1 shows the number and proportion of stocks in each rating category at the end of each year from 2001 to 2012. We note that the number of stocks rated climbs from a low of 469 in 2001 to a high of 2107 in 2008 before tapering off to 1897 in 2012. But the most interesting element of this table relates to the proportion of stocks in each star category. Three-star stocks comprise the greatest proportion of the sample of rated stocks in every year, ranging from 33.75% to 56.09%. Stocks in this category are considered "fairly valued", a neutral rating. The proportion of 5-star stocks ranges from a low of 3.74% to a high of 24.82%. The high proportion occurs at the end of 2008, a fantastically bad year for the U.S. equity market. Conversely, the proportion of 1-star stocks is at its lowest point, 2.18% in 2008. This suggests that the depressed values for stocks at this time indicated a disproportionate number of bargains and relatively few overvalued securities.
Our main source of data is assembled from daily reports of stock ratings for Morningstar's entire sample of rated stocks. The data begins on June 26, 2001 and ends on October 1, 2012. The number of rated stocks varies over time and is 1897 at the end of our period of analysis. This data set allows us to identify (1) whether a stock is rated, (2) a stock's rating on a particular trading day, and (3) the day of a change in a stock's rating. Using this data we are able to identify 144,083 individual rating changes. After merging this database with CRSP to obtain stock returns, we retained 139,636 useable rating changes.
The CRSP data we employ measures daily total returns for individual stocks using closing prices. We create portfolios comprised of stocks with a specific rating using two different approaches. The first approach derives a simple arithmetic average, or equal weighted (EW) return for stocks assigned to a particular star portfolio for each of the 2,835 trading days in our sample period. Analysis of these returns should give us insight into whether the rating system is an effective discriminator on average.
On the other hand, perhaps all ratings are not equally informative. For example, what if some 5-star stocks perform incredibly well while most perform just a bit better than average? In this scenario, the EW return would underreport the effectiveness of the 5-star rating from an investor's perspective. Alternatively, maybe most 5-star stocks do a bit better than average but a minority perform poorly. In this case, the EW return would exaggerate the return that an investor who maintained a consistent portfolio of 5-star stocks would actually achieve. Furthermore, an EW portfolio would not be investable in any practical way. To adjust for possible asymmetry in performance and to create a more investable portfolio, we create a series of dollar weighted (DW) returns for each of our five portfolios. The rightmost column shows the total number of stocks rated by Morningstar at the end of each calendar year. Other columns show the distribution of star ratings by number of stocks and as a proportion of the total of rated stocks.
To create the vector of DW returns, we invest $1 in a stock as it initially enters its designated portfolio at the close of the market on the day Morningstar releases the new information. We believe the closing price incorporates any short-term information effects of the disclosure of the rating change itself and better focuses the analysis on the continued performance of the portfolio. The stock remains in its designated portfolio until Morningstar assigns it a different rating. When a stock is reassigned to a new portfolio, we remove all accumulated value the original $1 investment has produced from the old portfolio and invest $1 in the new portfolio.
Here is a more concrete explanation of the rebalancing process for the DW portfolio. Morningstar announced an upgrade of Comcast from 4-star to 5-star on the morning of April 10, 2008. We invest $1 in Comcast at the market close on that day. We then use CRSP daily returns to revalue our investment in Comcast at the end of each subsequent trading day. On April 30, 2008, Comcast was downgraded from 5-star to 4-star. As of the close of the market on that day, our original $1 investment had grown to $1.0296. At this point, we calculate the aggregate value of all securities in the 5-star portfolio and the daily return for April 30. We then deduct $1.0296 from the aggregate value of the 5-star portfolio and also adjust for any other entries into or exits from the portfolio. The resulting adjusted aggregate value becomes the beginning value used to calculate the May 1, 2008 daily return.
In addition to evaluating raw returns, we also use the 4-factor Fama-French model to create risk-adjusted returns for both EW and DW approaches. This approach allows us to examine differential performance among the five portfolios formed from Morningstar's ratings and also to observe differences in style, or factor exposures across the portfolios and over time. Table 2 provides basic data on average daily returns by star rating for both EW and DW portfolios. Over the entire sample, the average difference in daily returns was 1.12 bps higher for the 5-star, again not statistically significant. Again, the overall return for the 5-star portfolio produced the highest average, 4.67 bps per day. The performance of the five portfolios was nearly monotonic overall.
Results

Portfolio performance
While the annual results provide modest support at best for superior performance of the 5-star portfolio relative to the 1-star portfolio, the cumulative returns over the entire period provide a much stronger result. The cumulative EW return for the 5-star portfolio is 322.26% overall, or 13.66% annualized. The 1-star portfolio returned 148.86% overall, or 8.44% annualized. Comparable returns for the DW portfolios were 127.89% overall (9.09% annualized) for the 5-star and 62.37% overall (5.25% annualized) for the 1-star. It's also worth noting that there was no material difference in cumulative performance between the 5-star portfolio and the 3-star and 4-star portfolios. The differential performance of the five portfolios is illustrated in Figure 1 .
Basic risk metrics
Analysis of cumulative returns clearly shows that investors who focused solely on 5-star stocks would outperform those focused solely on 1-star stocks. This could suggest that Morningstar's ranking model is able to effectively discriminate between the best and worst performers, at least on a relative basis. Alternatively the difference could be explained by characteristics of the 5-star and 1-star portfolios.
Equal weighted portfolios are formed by calculating the arithmetic average return for all stocks carrying the specified ranking each day. Dollar weighted portfolios assume $1 is invested in a stock as it enters a portfolio. The accumulated value of this investment is removed from the portfolio when the stock leaves the portfolio. The aggregate end of day value of all stocks in a specified star portfolio is then used to calculate the daily dollar weighted portfolio return. For both equal weighted and dollar weighted portfolios all rebalancing occurs at the end of the trading day. The rightmost column shows the differential return between the highest rated (5-star) and lowest rated (1-star) stock portfolios. Equal weighted portfolios are formed by calculating the arithmetic average return for all stocks carrying the specified ranking each day. Dollar weighted portfolios assume $1 is invested in a stock as it enters a portfolio. The accumulated value of this investment is removed from the portfolio when the stock leaves the portfolio. The aggregate end of day value of all stocks in a specified star portfolio is then used to calculate the daily dollar weighted portfolio return. For both equal weighted and dollar weighted portfolios all rebalancing occurs at the end of the trading day.
We start by examining overall portfolio risk. The annualized standard deviations for equally weighted 5-and 1-star portfolios are 31.07% and 29.51% respectively. An F-test indicates that these risk measures are different at the 1% level. Five-star returns are more volatile than 1-star returns for EW portfolios. However, a similar analysis of dollar weighted portfolios shows no significant difference in standard deviation for 5-star (29.80%) and 1-star (30.42%) portfolios.
What about a long-short portfolio formed by buying the 5-star portfolio and shorting the 1-star portfolio? This strategy would produce a cumulative return of 173.42%, or an annualized return of 9.35%. While these returns are inferior to those produced from a long-only 5-star portfolio, the annualized standard deviation of the longshort portfolio is only 15.07%, materially lower than the 5-star portfolio's risk level. For the DW portfolios, the long-short portfolio provides cumulative returns of 65.51%, 4.58% annually with a standard deviation of 14.61%.
Risk-adjusted returns, equally weighted portfolios
Perhaps there are other systematic differences between the returns generated by 5-star and 1-star stocks. Such style differences in these stocks and their related portfolio returns could explain the differential performance we observe. Fama and French (1993) show that there are other factors effective at explaining return. Their 3-factor model is now considered the standard method for calculating risk-adjusted returns. We also include a fourth factor, identified by Carhart (1997) that detects momentum effects on portfolio returns. The model we estimate appears below:
Rit -Rft = αi +i(RMt -Rft) +siSMBt + hiHMLt + uiUMDt + eit.
In the equation, Rit -Rft and RMt -Rft represent the day t excess return on the selected portfolio and the market respectively. SMBt is the difference between returns for small cap and large cap, or "small minus big" securities during day t. The differential return between value stocks (high book-to-market) and growth stocks (low bookto-market) during day t is captured by HMLt. Finally, UMDt, represents the difference between the better and worse performing stocks, or "up minus down" for day t. We estimate values for αi, i, si, hi, and ui using historical data. The intercept, or αi term, is interpreted as the risk-adjusted return for the selected portfolio.
Daily return estimates for factors, Rf, SMB, HML, and UMD are obtained from Kenneth French's data library. As we are interested in Morningstar's ability to identify relative winners and losers, our proxy for RM, the market return, is the equally weighted return for all star-rated securities. Table 3 provides the results of this 4-factor regression analysis for EW portfolios.
The results for all years indicate that the 5-star portfolio generated a positive and significant daily alpha of 2 bps (0.02%) per day. Average daily alphas for the remaining portfolios generally decline as we move from 5-star to 1-star. Betas are greater than one for the 1 and 5-star portfolios and less than one for others. This pattern persists for all subperiods examined with the exception of 2007-2009 where betas are much more evenly distributed across portfolios. Both the 1-star and 5-star portfolios exhibit positive and significant SMB coefficients. The strong significance of this coefficient for the 5-1 portfolio suggests that the 1-star portfolio has a more extreme exposure to small caps. Exposure to the remaining two factors is opposite and significant for the 1 and 5-star portfolios. The 1-star portfolio has a significant tilt toward value stocks (positive HML coefficient) while the 5-star portfolio focuses on growth stocks (negative HML coefficient). .04295*** -0.05327*** -0.1874*** -0.2083*** * significant at 10%, ** significant at 5%, ***significant at 1% Beta is tested versus 1 for the 1 to 5-star portfolios. It is tested versus 0 for the 5-1 portfolio.
This table shows results from a 4-Factor regression of the form: Rit -Rft = αi +i(RMt -Rft) +siSMBt + hiHMLt + uiUMDt + eit. The dependent variable is the daily return for an equally weighted star portfolio minus the risk-free rate.
The UMD factor indicates that the 1-star portfolio has a strong preference for stocks that have done well in the recent past. The 5-star portfolio indicates a contrarian approach, favoring stocks that have not performed well. This result is likely an artifact of the rating process. Recall that stocks are evaluated on the relationship between Morningstar's estimate of fair value and the actual market value.
The 5-star portfolio contains stocks trading at the greatest discount to fair value, the most undervalued stocks. Conversely, 1-star stocks are the most overvalued stocks based on Morningstar's approach. Unlike market prices, the estimate of fair value does not change daily. This means that the majority of stocks upgraded to 5-star status have likely experienced a recent market price decline. Similarly, stocks downgraded to 1-star status have likely experienced a recent increase in market price. This is consistent with the positive UMD factor for the 1-star portfolio and the negative value for the 5-star portfolio.
More careful analysis of results shown in Table 3 indicate that the subperiod from 2007-2009 had a large influence on the overall results. This period captures the global financial crisis and the concurrent decline in U.S. equity markets. During this 3-year period, both 1-star and 5-star stocks produced positive alphas but neither is significant at a meaningful level. The SMB coefficient for the 5-star portfolio was negative in this period indicating a shift in style from small cap to large cap stocks. In 3 of 4 subperiods, the HML coefficients indicate a preference toward value and growth stocks for the 5-star and 1-star portfolios respectively. However, this relationship reversed in the 2007-2009 period. Furthermore, the significance of the reversal was large enough to influence the overall result. To examine these style spikes and transitions, we ran a series of overlapping 252 day Fama-French 4-factor regressions using the daily returns for the 1 through 5-star EW portfolios. The coefficients for these regressions are shown in Figure 2 Table 2 ), it was unable to do so on a risk-adjusted basis during much of that year. This result was not uncommon for quantitative investment strategies during this period of time. Panels A through E display the coefficients derived from overlapping 252 day 4-factor regressions of the form: Rit -Rft = αi +i(RMt -Rft) +siSMBt + hiHMLt + uiUMDt + eit. The dependent variable is the daily return for an equally weighted star portfolio minus the risk-free rate.
The last two panels of Figure 2 depict the HML and UMD coefficients for each of the five star portfolios. Both the 1-star and 5-star portfolio HML coefficients cross the horizontal axis numerous times and appear to have an inverse relationship. The UMD coefficients are much more consistent, remaining negative for the 5-star portfolio with minor exceptions. The 1-star portfolio displays a similar pattern on the positive side. Again, this is consistent with the rating process described by Morningstar. Stocks with declining values are more likely to be undervalued and rising stocks are more likely to be overvalued.
Risk-adjusted returns, dollar weighted portfolios
The dollar weighted results shown in Table 4 , indicate that the 1-star portfolio generated a negative and significant alpha of 2 bps (0.02%) per day over the entire period of analysis. Unlike the alphas from our analysis of equal weighted returns, which increased monotonically from 1-star to 5-star, there is little variation in alphas for the various dollar weighted portfolios. Similar to the EW results, betas are greater than 1 for the 1 and 5-star portfolios and less for others. Other factor exposures are also similar to the analysis of EW portfolios. The 1-star portfolio appears exposed to small value stocks and the 5-star is exposed to large growth stocks. There is still a clear preference for stocks with positive momentum in the 1-star portfolio and negative momentum in the 5-star portfolio.
Similar to the analysis of EW portfolios, the 2007-2009 period has a strong influence on the overall results. The strong preference for large cap stocks (negative SMB) within this period offsets a strong preference for small caps during the period from 2001 to 2006. A modest distinction between the EW and DW portfolios relates to the behavior of the HML coefficient. This factor is only significant during one sub-period, 2007-2009 , when it indicates a preference for growth stocks in that portfolio. The HML coefficient for the 1-star portfolio exhibits the same behavior as in the analysis of EW returns. This table shows results from a 4-Factor regression of the form: Rit -Rft = αi +i(RMt -Rft) +siSMBt + hiHMLt + uiUMDt + eit. The dependent variable is the daily return for a dollar weighted star portfolio minus the risk-free rate.
Transaction costs
Recall that the 5-star DW portfolio generated an average annual return of 13.66%. But this return does not reflect costs associated with the significant amount of trading necessary to maintain a portfolio of purely 5-star stocks. During the entire period of analysis, the average number of daily trades needed to maintain the 5-star portfolio is 7.6, or approximately 1914 trades per year. To assess the impact of this activity, we use a simple approach to model transaction costs. We assume that a retail investor can execute a $10,000 trade for $10 and then scale that to our $1 trade. This results in a fixed transaction cost of $0.001 that we apply to each purchase and sale. When we account for this cost in the 5-star dollar weighted returns, we end up with an annualized return of 7.02%.
The long-short portfolio designed to capture the return difference between the 5-star and 1-star stocks is even more severely affected by the recognition of this modest transaction cost. This portfolio's annual return declines from 9.35% to 3.02% when transaction costs are included. If the fixed transaction cost is increased to $0.0029 per trade, the net return on this portfolio is reduced to 0.00%.
Conclusion
The objective of this paper has been to examine the portfolio returns earned by investing in portfolios of stocks categorized by Morningstar's 5-star rating system for individual stocks. Morningstar, Inc. is a well-established provider of information and analysis on a wide variety of financial investments. If markets are semi-strong form efficient, then we would not expect to find risk-adjusted outperformance from trading on Morningstar ratings.
While the preponderance of evidence shows that markets are semi-strong form efficient, some prior studies do document evidence of abnormal returns from various trading strategies, including some from following the advice of select investment newsletters or information providers. Our results provide some perspective on the overall value of Morningstar's stock ratings service. The results show that the Morningstar ratings are able to effectively able to distinguish between the most overvalued (1-star) and undervalued (5-star) stocks over the period of our study.
Using equally-weighted returns, over the 2001-2012 period, the 5-star portfolio earns a cumulative return of 322.26%, or 13.66%, annualized, compared to 148.86%, or 8.44% annualized for the 1-star portfolio, for a difference of 173.4%, or 5.22% annualized. For a dollar-weighted returns, the 5-star portfolio earns a cumulative return of 127.89%, or 9.09% annualized, compared to 62.37%, or 5.25% annualized for the 1-star portfolio, for a difference of 65.52%, or 3.84% annualized. Using a four-factor model to adjust for risk, and using equallyweighted returns, we find that the 5-star portfolio generated a positive and significant alpha of 2 bps (0.02%), and that alphas decline monotonically for the other portfolios. The 5-star portfolio tilts to large, growth stocks, while the 1-star portfolio tilts to small, value stocks. The 1-star portfolio shows a preference for stocks that have done well in the past, while the 5-star portfolio indicates a contrarian approach, favoring stocks that have not performed well in the recent past. Using dollar-weighted returns in the risk analysis, yields slightly different results.
These results provide evidence that the Morningstar stock rating system does allow an investor to build a portfolio that outperforms the market average over a long period of time. The results are not as strong after adjusting for portfolio risk, but there is still some evidence of outperformance on a risk-adjusted basis. The risk factors also vary across the different portfolios and the results exhibit some variation over time. It should also be noted that the investment strategies examined herein required a significant amount of trading activity and therefore would incur transactions costs. We show that a modest transaction cost will reduce, but not eliminate, the benefits available from a trading strategy based on the ranking system.
Overall, the results are consistent with Morningstar analysts providing valuable analysis. They should be of interest to both institutional and individual investors seeking to develop an active, or alpha-generating, investment strategy, to those interested in an unbiased and scientific analysis of this Morningstar service, and to those interested in studies of the impact of analysts' recommendations.
